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THE PRIVATE ENTERPRISE SYSTEM 


Although the war is not yet over, plans for the post- 
war period are being considered. In a certain respect, 
the one great reason for being in the war is the fact 
that there is already a plan for the peace, so far as 
this nation is concerned. This plan is usually described 
as “The American Way of Life.” It is a good plan, 
one well worth fighting for. It has many facets. One 
of these is the system by which the people have created 


THE NATURE OF THE PRIVATE ENTERPRISE SYSTEM 


HE system of free private enterprise is one in which 

the production and distribution of goods and services 

are performed mainly by individuals or privately 
owned corporations. It is not completely free, in the sense 
of being completely exempt from any public regulation. 
Such has never been the case. It is free in that there are no 
barriers, legal, social or political, no barriers of race, creed, 
birth or breeding, which prevent anyone from engaging, in 
some way in the activities or services performed by enter- 
prise. It is the freedom of the highway, to which all have 
access, but on which all are subject to certain regulations 
the proper aim of which is to secure the freest use of the 
highway by all travellers upon it. 


Private enterprise necessarily requires, and rests upon, 
the concept or doctrine of private property. To be complete, 
this concept must extend to all forms of productive goods 
or property. Socialism and Communism would limit pri- 
vate property to certain kinds of consumption goods such 
as clothing, furniture, current food stocks, and possibly 
some durable consumption goods such as radios, pianos 
and automobiles. These ‘‘isms’’ would not permit indi- 
viduals to own capital goods such as plant and machinery, 
or the evidences of title to capital such as stocks, bonds, 
mortgages or warranty deeds. 

The concept of private property necessarily includes in- 
come also, as a species of property. And income includes 
wages and salaries as well as interest and dividends. This 


their incomes, their high standard of living, and their 
enormous productive capacity. In short, the American 
way of life includes the American way of getting a 
living, and that way rests upon the system of free 
private enterprise. The following essay is designed to 
supply, in outline, certain essentials regarding the 
nature and the operation of that system. 


is a point which is often overlooked by some when they 
appear to be persuaded that certain parts of the concept 
of private property can be cut away without impairing the 
whole. That is, they believe that some men can be denied 
the right to own plants and machinery, without impairing 
the title of other men to wages. 

The concept of private property implies a society of free 
men and it can exist in all its completeness only in a free 
society. The private ownership of property involves the 
privilege of using that property in any manner not incon- 
sistent with the general welfare as indicated by the police 
powers of the state. Such use necessarily implies freedom 
to make and execute business plans, to enter into contrac- 
tual obligations and to require fulfillment of contracts by 
others, to face other men as equals in a competitive market. 


In short, the complete freedom to own and use property 
is economic liberty. Any curtailment or infringement of one 
is, correspondingly, an impairment of the other. Any and 
all ‘‘isms’’ which postulate a restriction of the sphere of 
private property actually contemplate, by that fact a re- 
striction of the sphere of economic liberty. It is no accident 
that the Bill of Rights provides that no man shall be de- 
prived of /ife, liberty, or property without due process of 
law. 

No great digression from this theme is involved in point- 
ing out that all of the other aspects of individual liberty 
are based upon and closely connected with economic liberty. 
Since economic liberty means the freedom to own and use 
property, it follows that all other elements in the democratic 
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ideal — freedom of speech, freedom of the press, freedom 
of assembly, the right of petition, freedom of religion, trial 
by jury, and so forth — are related to and derive their 
strength from the institution of private property. Free prop- 
erty ownership and use is the true badge of freedom. 

The right of every man to own and use property involves 
acceptance of the principle of competition. Competition is 
said to be the life of trade, but it can also be the death 
of trade. The maintenance of proper conditions of competi- 
tion is one of the important functions of government, a sub- 
ject which is dealt with presently. 


THE OPERATION OF THE SYSTEM OF PRIVATE ENTERPRISE 


The most significant characteristic of a system of produc- 
ing goods and services by the use of privately owned and 
privately managed means of production is that it involves 
risk. At bottom this risk is the hazard of losing the capital 
invested in the business. It springs chiefly from two sources: 


(a) The possibility that the consumer will not want 
the particular product which the capital is being used 
to produce; and 


(4) The possibility that someone else has found a 
way of producing that product, or a better substitute 
for it, at a lower cost. 


After all, the consumer is the final arbiter of the destiny 
of those who venture their capital in industry. Much effort 
has been expended to educate the consumer, and to per- 
suade him that he should buy one thing rather than an- 
other. While these efforts are successful to a degree that no 
business concern can afford to avoid them, it still remains 
true that consumer approval, however obtained, is the final 
criterion of business success or failure. 


Because of the inevitable and unavoidable hazards of all 
business enterprise, it follows that there must be the expec- 
tation of a reward or return to those who assume these 
hazards that is commensurate therewith. Profit is often said 
to be the mainspring of the enterprise system. 


This is true, provided it is correctly understood. A correct 
interpretation of the profit motive does not require that 
everyone who ventures capital in a business must realize 
a profit. All who do so naturally expect to get a return, 
but there can be no assurance of this from any authority. 
Nor is this necessary. All that is required to stimulate the 
investment of capital in industry, is that the prospect of 
gain be commensurate with the risk. If the risk be great, 
then the profit outlook, in case of success, must be corres- 
pondingly great. 

The history of almost any American industry affords 
proof of this interpretation. For example, there was, in the 
beginning, keen competition to perfect a power-driven 
vehicle for highway use. It was clear that the reward, in 
case of success, would be stupendous. Yet it was equally 
clear that not every one of the contestants would be suc- 
cessful. Herein lay the element of risk. Yet it did not deter 
millions of persons from advancing the capital to launch 


a great number of automobile factories. Thirty years ago there 
was scarcely a city of any size that did not have its factory 
for making automobiles or automobile parts. It was a free 
and open race in which a few were destined to win and 
many were destined to lose their shirts. 


Finally, the successful functioning of the enterprise system 
under the stimulus of the profit motive requires that those 
who assume the hazards of enterprise and who receive pro- 
fits because they have escaped disaster, shall be permitted 
to keep and enjoy them. That is, this result is essential if 
there is to be a steady flow of capital funds into new invest- 
ment. 


There are many sources of misunderstanding about the 
nature and function of profits. When a concern or an in- 
dustry has a large profit, this is frequently attributed to 
exploitation of the public. A recent expression of this view 
is the following, from a statement before the Ways and 
Means Committee: 


The other kind of profit that can properly be 
subjected to special taxation comprises profits in ex- 
cess of a necessary normal return on invested capital, 
even if this return was being earned in the years 
prior to the defense program. The existence of such 
profits, while often due primarily to good manage- 
ment, is in numerous cases due to monopoly, imper- 
fect competition or fortunate circumstances, and not 
to any outstanding service to the public.1 


The implication is that good profits in numerous cases 
indicate exploitation while low profits indicate outstanding 
public service. Application of this thesis in any field of 
business would produce some astonishing results. As an 
illustration, take a group of concerns in merchandising, each 
with invested capital in excess of $50,000,000. The ratio 
of average base period earnings to invested capital was as 
follows: 


Mail Order and Department 
Variety Stores Stores 
“ROL tent 11.0% i: sclehaelcaeeetnes 4.4% 
“SO Oa 9.7 Rs Jckocnibanccdimammenniae 3.4 
Bio be soa ates hy A eee 2:5 
RESO Pm enorme ne 13.4 
: ha RIE BAR: 71 
iin eo Acie ts 26.5 eat sort ae es 7.6 
De seeseeeeeeeneenesenenees 19.7 SS a eR 5.2 


According to the above thesis, the mail order houses 
and the 5 and 10 cent stores are exploiting the public, 
while the department stores are performing outstanding 
service to the public, whereas the true explanation for this 
difference requires a complete analysis of all of the factors 
involved in these two types of merchandising. 

Among those who lack both understanding of the pri- 
vate enterprise system and sympathy with it, there is likely 
to be a belief that large profit is always an indication of 
some sort of improper or even unlawful business practice. 


1 Hearings before the Committee on Ways and Means on Revenue Revision 
of 1941, Vol. 2, p. 1336. 
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While this may be true occasionally, it is far from being 
universally true. In applying a test, the amount of profit 
must be considered in relation to all of the capital that has 
been sunk in the industry. In many industries, the total 
capital ventured and lost would equal or exceed that now 
being used. If the concerns now operating make substantial 
profits, it may be no more than a fair return in view of 
the risks encountered. 


Further, it must be remembered that under a competitive 
system, the best cure for large profits is large profit. That is, 
if anyone is enjoying a profit return which appears to others 
to be greater than a proper offset for the risk, there is a 
situation which is most likely to attract additional capital 
investment, and one which is therefore most likely to correct 
itself through competitive equalization of returns. It is 
necessary to exclude here the monopolies, such as the utili- 
ties, and any others which for any reason are not subject 
to effective competition. Regulation of profits in such cases 
is the only solution. Drastic regulation of all industrial 
profits would be fatal, for it would automatically exclude 
investment from all fields in which the return required to 
offset risk was greater than the regulated rate allowed. 


Again, it is often said that the desire to protect profits 
has led to suppression of improvements. Patent pools are 
frequently cited as an illustration. 


It is not often realized that the profit motive is double- 
barreled. One side is the need of a prospect of profit 
commensurate with the risk involved. The other side is 
the obligation to avoid loss if possible. 


These respective aspects of the profit motive operate 
unequally at different phases in the history of an industry. 
In the early pioneering stage, the probability of losing the 
investment is large, but that is a contingency which must 
be expected. It is accepted if the prospect of profit as the 
reward of success be sufficient. In the later state of the 
growth of a given industry, when the pattern of its pro- 
gress is more clearly visible and when a considerable in- 
vestment has been made, a primary concern of management 
is to avoid loss or impairment of this capital. Stewardship 
means the guarding against loss as well as the effort to 
earn profit. 


It is not true, of course, that any industry is static, and 
that business managers no longer consider possibilities of 
improvements. But it is frequently true that because of their 
obligation to protect investments already made, sweeping 
changes of industrial techniques are cautiously made. Such 
changes are likely to involve heavy write-off of existing 
equipment and heavy calls upon stockholders to finance the 
new methods. Only after a convincing case has been made 
that the new process would yield a margin of return over 
the old process sufficient to justify a drastic refinancing, 
would any management be warranted in going so far. 


Any progressive firm is continually seeking for improve- 
ments, and as continually introducing those improvements 
which can be shown to be useful in reducing cost, improv- 


ing quality, or increasing salability. Industrial advance in 
established industries is more likely to be gradual than 
abrupt, because of the obligation to conserve capital if for 
no other reason. The greater the margin of efficiency in any 
new process or device, the more rapid its introduction will 
be because of the greater ease of writing off equipment 
which it has rendered obsolete. Since the business manager 
does not gather his capital off of bushes, nor pump it in out 
of the air, he must be wary of wholesale scrapping of equip- 
ment as every new idea comes along. 

From various groups comes the contention that produc- 
tion should be for use and not for profit. A recent expres- 
sion of it is to be found in the Report of the Malvern Con- 
ference setting out a resolution by the Archbishop of York, 
from which the following are illustrative: 


. . . production is carried on not to supply the con- 
sumer with goods but to bring profits to the pro- 
ducer. 


If this statement is to make sense, it must mean that 
there is some other way of making profits in industry than 
by supplying the consumer with goods. If there is, no one 
has discovered it. Perhaps there is a veiled reference to 
monopoly, but the cases of monopoly are so rare as to be 
the extreme exception rather than the rule. 


. . that the monetary system be so administered 
that what the community can produce is made avail- 
able to the members of the community... . 


This proposal makes no sense at all, unless it is a way of 
saying that government should print and distribute money 
to all and sundry, as a “ham and eggs’’ scheme, or a ‘‘thirty 
dollars every Thursday” way to the good life. 

In this report, it is apparently taken for granted that a 
large private capital equipment will continue to be provided 
for productive purposes regardless of the return which is 
being earned for those who have provided it. More than 
this, there is evidently the belief that production can be 
sustained at its present rate, or even at a greater rate, with 
no return on capital at all. In other words, profit is both 
unnecessary and unjustifiable. 


SOME ESSENTIALS FOR THE VIGOROUS FUNCTIONING 
OF THE ENTERPRISE SYSTEM 


First, there is a future for the American system of pri- 
vate enterprise. There is a vast field of opportunity for 
new investment in the discovery and development of new 
products and in the perfection of industrial and scientific 
techniques. The great problem is to restore the conditions 
under which the essential qualities of the enterprise system 
will again be manifest throughout the nation. 

An over-all expression of these conditions is the much 
used, and sometimes misused word, confidence. Men need 
a renewal of confidence that: (a) they will be permitted 
to take chances; (4) they will be allowed to enjoy the 
fruits of success; (c) long-range commitments will not be 
jeopardized by monetary juggling; and (d¢) government 
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will be cooperative and encouraging rather than coldly in- 
different or hostile. 


Obviously, the core of any program for the revival of 
private enterprise is a correct conception of the functions 
and the attitude of government. Businessmen cannot be 
absolved of all responsibility, for they have at times been 
guilty of practices which have compelled governmental in- 
tervention; and a disposition to call upon government to 
rescue them from their difficulties. 


The proper policy which government should adopt in 
order to assure the most effective functioning of the enter- 
prise system embraces the following major points. 


Government's regulatory function should be akin to that 
of the traffic officer on the highway. The purpose of good 
trafic regulation is to secure the maximum movement of 
trafic that is consistent with the safety of all travellers. 
The best highway is not necessarily the one with the lowest 
speed limit and the most stop signs. The best traffic officer 
is not the man with the quickest temper and the largest 
vocabulary of invectives against traffic regulation offenders. 
A good traffic officer does not halt the traffic in order to 
hold a prayer meeting, or to engage in a knock-down and 
drag-out fight with the driver of a vehicle. 


Monetary stability is important for the operation of pri- 
vate enterprise, since there are involved many long-range 
commitments which are expressed in terms of the standard 
monetary unit. The investor who is asked to take not only 
a long-odds chance, but also a long-range chance on the 
outcome of a venture knows that there is no way of pro- 
tecting himself against the ordinary business risk, but he is 
entitled to the assurance that there will be no official 
skullduggery with respect to the monetary unit in terms 
of which his calculations are made. If the odds against 
success are 5 to 1, he will take the chance, if the profit in 
prospect be large enough. But if the chances are also 5 to 1 
that government may meantime debase the dollar, the total 
odds against him become 10 to 1, or even more, according 
to the degree of devaluation. 


Industry must be freed from the dead weight burden of 
onerous taxation. This subject is so vast that it must be 
passed over here except for the indication of a few guiding 
principles: 

(a) Taxation of business which represents a fair 
price for useful governmental services is not a burden 
on industry, for the government thereby supported gives 
an equivalent value in its contributions to the produc- 
tivity of business. 

(4) Taxation beyond the point at which a fair 
value equivalent in services is given is burdensome since 
government is then taking out of the productive system 
more value than is returned to it. 

(c) Methods of taxation should not be such as will 
deplete the capital fund, or impair the incentive to in- 
crease that fund. Specifically, this means that there is a 





danger that present levies upon income and estates are 
a method of survival by “eating the seedcorn.”’ They 
tend to create unemployment faster than it can be 
relieved by public spending. 

(d) Any base used for the levy of taxes on business 
should be flexible enough to permit and encourage the 
accumulation of resources during good years to be used 
in sustaining business operations and employment in 
lean years. Today, every business concern in America 
should be permitted to earmark a liberal proportion of 
current profits, free of all taxes, as a depression re- 
serve to be drawn upon during the post-war readjust- 
ment or depression period. 


Government must be a fair umpire in the adjustment 
of labor relations. 


Government must avoid burdensome restrictions on a free 
capital market. 


Finally, there should be an avoidance of appeals to class 
prejudice, whereby the people in general and the workers 
in particular have been persuaded that the business manager 
is their natural enemy, while the government is always their 
friend. It is primarily the job of those who receive profits 
to prove that profits are as legitimate as wages, and that an 
economic system which is all wages and no profit would 
eventually be as bad for the workers as one which was all 
profit and no wages. 


SUMMARY 


These general conditions for the restoration and im- 
proved functioning of the private enterprise system con- 
stitute the main essentials of true liberalism. The word 
“liberalism’’ has no sensible meaning except as it implies 
or involves freedom. The old freedom meant release from 
the deadening restrictions of bureaucracy, and an escape into 
the fresh air of economic liberty. Today liberalism has been 
perverted to imply a new freedom, a release from inexor- 
able economic law, an escape from the hazards and con- 
sequences of economic liberty back into the suffocating con- 
trol of bureaucracy. History provides the answer. During 
the brief span of less than two centuries in which mankind 
enjoyed a large measure of economic liberty, greater pro- 
gress was made by the economically free peoples in the 
accumulation of wealth, in the elevation of living standards 
and in the enjoyment of life than had been accomplished 
in the whole previously recorded history of the human race. 
Here are the real social and economic gains that must be 
saved. In planning for the peace to follow the war, deter- 
mined effort should be made, beginning now, to make cer- 
tain that these gains shall not be lost before the encroach- 
ments of bureaucracy and statism. 


HARLEY L. Lutz 
Professor of Public Finance 
Princeton University 
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